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TARGET  PRICE  AND  LOAN  RATE  CONCEPTS 
FOR  AGRICULTURAL  COMMODITIES 

By  J.  B.  Penn  and  W.  H.  Brown* 


INTRODUCTION  AND  DEFINITIONS 

Government  participation  in  the  agricultural  sector  is  aimed  at  main- 
taining an  economically  viable  food  and  fiber  system.  Since  1929,  poli- 
cies have  been  primarily  oriented  toward  agricultural  production,  and 
programs  have  attempted  to  maintain  commodity  prices  and  farm 
incomes  at  levels  high  enough  for  continued  efficient  operation.  Cur- 
rently prevailing  agricultural  policy  is  largely  embodied  in  the  provisions 
of  the  Agriculture  and  Consumer  Protection  Act  of  1973,  applicable 
through  the  1977  crop  year. 

A  unique  feature  of  the  1973  Act  is  the  introduction  of  the  target 
price  concept  for  major  agricultural  commodities.1  Previous  commodity 
price  supports  were  related  to  parity  prices — prices  based  on  levels 
obtaining  in  the  1910-14  base  period.  The  1973  Act  specifies  target 
prices,  loan  rates,  deficiency  and  disaster  payments,  and  acreage  allot- 
ments. Provisions  for  future  adjustments  of  target  prices  are  also 
included. 

Target  price  and  loan  rate  provisions  are  parts  of  the  1973  Act  that 
are  frequently  discussed  but  often  not  fully  understood.  This  report 
briefly  describes  the  concepts  and  mechanics  of  target  prices  and  loans  in 
a  simplified  manner. 

The  purpose  of  the  target  price  concept  is  to  provide  a  basis  for 
varying  support  payments  to  producers  inversely  with  the  market  price. 
Under  this  concept,  no  payments  are  made  if  the  market  price  is  at  or 
above  the  target  price.  If  the  market  price  goes  below  the  target  price, 
support  payments  are  based  upon  the  differential. 

Target  prices  were  initially  established  for  wheat,  feed  grains,  and 
cotton  for  which  (along  with  other  crops)  loan  rates  also  were  estab- 
lished. Recently  enacted  legislation  altered  the  rice  program  by  changing 
price  supports  based  on  parity  to  the  target  price-loan  rate  concept  oper- 
ative for  other  crops.  The  target  prices  and  loan  rates  for  1975  and  1976 
are  shown  in  table  1 . 


*J.  B.  Penn  and  W.  H.  Brown  are  agricultural  economists  in  the  Agricultural  Policy 
Analysis  Program  Area,  Commodity  Economics  Division,  Economic  Research  Service, 
U.S.  Department  of  Agriculture. 

'The  concept  of  target  prices  was  first  proposed  in  the  late  1940's  in  the  "Brannan 
Plan."  The  target  price  mechanism  was  to  operate  essentially  as  currently  structured  but 
with  coverage  applicable  only  to  perishable  commodities. 


Table  1 -Target  prices  and  loan  rates  for  major  commodities,  1975-76 


Commodity 


Unit 


1975 


Target 
Prices 


Loan 
Rates 


1976 


Target 
Prices 


Loan 
Rates 


Wheat 

Corn 

Sorghum  .... 

Barley 

Oats 

Rye 

Upland  cotton 

Rice 

Soybeans    .  .  . 


($/bu.) 
($/bu.) 
($/bu.) 
($/bu.) 
($/bu.) 
($/bu.) 
(cents/lb.) 
($/cwt.) 
($/bu.) 


$2.05 

1.38 

1.31 

1.13 

NA 

NA 

38.00 

NA 

NA 


$1.37 

1.10 

1.05 

.90 

.54 

.89 

34.27 

8.52 

NA 


$2.29 

1.57 

1.49 

1.28 

NA 

NA 

43.20 

8.001 

NA 


$1.50 
1.25 
1.19 
1.02 
.60 
1.00 

37.12 
6.001 
2.50 


Note:  NA  means  not  applicable. 

1  Preliminary— these  rates  are  to  be  adjusted  for  the  increase  in  index  of  prices  paid  for 
production  items,  interest,  taxes,  and  wage  rates  from  the  date  the  Rice  Production  Act  of 
1975  was  signed  to  July  31,  1976  for  final  rates  for  1976. 


Target  prices  are  the  basis  for  calculating  deficiency  and  disaster  pay- 
ments to  producers.  Deficiency  payments  are  made  when  the  average 
market  price  received  by  farmers  during  the  first  5  months  of  the  mar- 
keting year  (calendar  year  for  cotton)  is  less  than  the  target  price.  The 
payment  rate  is  the  smaller  of  two  differences:  first,  between  the  target 
price  and  the  average  market  price  and  second,  between  the  target  price 
and  the  loan  rate.  Disaster  payments  are  made  when  natural  disasters 
prevent  normal  planting  operations  or,  after  the  crop  is  planted,  cause 
reduced  production  to  two-thirds  of  "normal."  The  disaster  payment  rate 
is  then  the  deficiency  payment  rate  or  one-third  of  the  target  price, 
whichever  is  the  larger. 

Deficiency  payments  are  viewed  as  income  supplements  to  producers, 
moderating  the  effects  of  short-term  price  fluctuations.  Disaster  pay- 
ments are  similarly  viewed,  protecting  the  producer  against  the  impacts 
of  natural  disasters.  These  direct  payments  are  based  on  only  the  normal 
production  from  a  specified  alloted  acreage  ("normal"  yield  times  the 
allotment),  in  contrast  to  loans  for  commodities  which  can  apply  to  all 
or  any  part  of  production  (excepting  rice,  for  which  loans  can  be  made 
only  on  "normal  production.") 

Acreage  allotments  are  used  to  determine  the  production  eligible  for 
deficiency  and  disaster  payments.  In  the  past,  farm  allotments  usually 
have  been  based  upon  historical  acreages  and  have  been  adjusted  to 
meet  changes  in  expected  demand.  The  national  allotments  are  currently 
established  annually  by  the  Secretary  of  Agriculture  and  at  levels  consist- 
ent with  expected  domestic  and  foreign  utilization  considering  carryover 
stock  levels.  (For  example,  the  1976  wheat  allotment,  announced  April 
10,  1975,  was  set  at  61.6  million  acres.  In  November,  the  feed  grain 
allotment  was  set  at  89  million  acres,  and  cotton  at  11  million  acres.) 
The  national  allotment  is  then  apportioned  to  States,  counties,  and  indi- 
vidual producers.  Participants  may  produce  any  acreage  of  the  above 
crops  or  designated  substitute  crops,  but  deficiency  and  disaster  pay- 
ments apply  only  to  allotted  acreages. 


Nonrecourse  commodity  loans  are  currently  available  to  producers  of 
eligible  commodities  by  applying  to  the  local  office  of  the  Agricultural 
Stabilization  and  Conservation  Service  (ASCS — the  program  adminis- 
tering agency  of  USDA).  In  the  past,  more  stringent  requirements  for 
participation  (eligibility  for  loans)  included  compliance  with  program 
provisions  relating  to  setting  aside  crop  acreage  for  conservation  uses 
and,  on  occasion,  additionally  maintaining  a  minimum  conserving  base 
acreage. 

Nonrecourse  loans  are  available  from  USDA's  Commodity  Credit 
Corporation  (CCC).  With  these  loans,  the  producer  pledges  specific 
amounts  of  a  commodity  as  collateral  and  the  amount  that  can  be  bor- 
rowed is  equal  to  the  loan  rate  times  the  quantity  put  under  loan.  Pro- 
ducers have  a  specified  time  period  in  which  they  may  repay  the  loan 
plus  interest  and  storage  charges  (or  provide  storage)  and  thus  regain 
possession  of  the  commodity.  Loans  offer  producers  an  opportunity  to 
obtain  cash  and  hold  their  crops  for  later  sale  and  to  even  out  market- 
ings. If  they  choose  not  to  redeem  the  loan  upon  its  expiration,  the  CCC 
takes  title  to  the  stored  commodity  as  full  payment  of  the  loan.  No 
interest  is  paid  on  the  loan  but  storage  is  either  paid  for  or  provided  by 
the  producer. 

How  the  Provisions  Work 

Operation  of  the  target  price  and  loan  rate  provisions  of  commodity 
programs  may  be  simply  illustrated  considering  three  situations: 

(1)  Market  price  above  target  price  and  loan  rate  levels.  This  is  illus- 
trated in  the  left  panel  of  the  figure,  which  indicates  no  deficiency  pay- 
ments would  be  made  and  producers  would  elect  to  dispose  of  their 
products  in  the  "open"  market  at  the  higher  price  (Pm)- 

(2)  The  market  price  for  the  specified  period  (first  5  months  of  mar- 
keting year  or,  for  cotton,  calendar  year)  is  below  the  established  target 
price  but  substantially  above  the  loan  rate  level.  This  is  depicted  in  the 
center  panel  of  the  figure.  Deficiency  payments  would  be  based  on  the 

TARGET  PRICE  AND  LOAN  RATE  OPERATION 


(1) 


(3) 


PRICE 
($/bu.) 


PRICE 

($/bu.) 


Q3 

Quantity 

°b 

Qa 
Quantity 

Qb 

Quantity 

PM  =  Average  Market  Price 

PL  =  Loan  Rate 

Qb  =  Total  Production 

PT  =  Target  Price 

Qa  =  Production  From  Allotted  Acreage 

difference  between  the  target  price  and  the  market  price  times  the  quan- 
tity of  production  eligible,  (Pj  -  Pm)  x  Qa- 

(3)  The  market  price  for  the  specified  period  is  below  both  the  target 
price  and  loan  rate  levels.  As  shown  in  the  right  panel  of  the  figure,  defi- 
ciency payments  of  (Pj  -  Pjj  *  Qa  would  be  made.  Producers  would 
likely  elect  to  place  commodities  in  the  nonrecourse  loan  program.  If 
unredeemed,  the  price  received  for  the  product  would  be  the  loan  rate 
on  all  production  placed  in  the  loan  (Q^)  plus  the  additional  deficiency 
payment  on  the  normal  production  from  the  allotted  acreage  (Qa).  (In 
actuality,  the  loan  rate  becomes  a  floor  price  and  the  market  price  is 
unlikely  to  fall  below  it.) 


COMPUTATION  OF  TARGET  PRICE  ADJUSTMENTS 

Target  price  adjustments  are  based  on  changes  in  USDA's  Index  of 
Prices  Paid  For  Production  Items,  Interest,  Taxes,  and  Wage  Rates 
(PPI)  and  changes  in  the  3-year  moving  average  of  individual  crop 
yields.  While  upward  adjustments  caused  by  increases  in  the  PPI  can  be 
partially  or  totally  offset  by  increases  in  average  yields,  the  legislation  is 
interpreted  to  preclude  reductions  caused  by  yield  increases  below  the 
previous  year's  level.  However,  the  target  price  may  fall  below  the  pre- 
vious year's  level  due  to  declines  in  the  PPI. 

Annual  adjustments  in  the  initially  established  target  price  levels 
began  with  the  1976  crop.  The  initial  levels  established  in  the  1973  Act 
are  shown  in  table  2  along  with  1976  levels.  The  estimates  also  serve  to 
illustrate  adjustment  calculations  using  changes  in  the  PPI  and  average 
yields  occurring  from  1974  to  1975. 

Specifically,  target  prices  are  adjusted  by  the  following  general  for- 
mula. Its  two  major  components  relate  to  changes  in  the  PPI  and  the  3- 
year  average  yields. 


PT(t)  =  PT(t-l) 


1  + 


PT(t-l) 


PPI(t-l)  -  PPI(t-2)       Y1^Y2 
PPI(t-2)  "        Y2 

1  +         (A  ppi  .  A  Y) 


Subject  to:   PT(t)  >  PT(t-l)  (if  A  PPI  <  A  Y) 
Where 

Pj(t)  =      target  price  for  current  year  (t), 

Pj(t-l)       =      target  price  for  previous  year  (t-1) 
PPI(t-l)      =      Annual   Index  of  Prices   Paid  for  Production 
Item*    Interest,  Taxes,  and  Wage  Rates  of  pre- 
vious year  (t-1), 


Table  2— Initial  target  price  levels  and  1976  adjustments 

Item 

Unit 

1974 

1975 

Percentage 
change 
1974-75 

1976 

Target  prices: 
Wheat    

$/bu. 

$/bu. 

cents/lb. 

Index 

bu./ac. 
bu./ac. 
Ib./ac. 

pet. 
pet. 
pet. 

2.05                    2.05                                               2.29 

Corn    

1.38                    1.38                                               1.57 

Cotton 

38.00                 38.00                                            43.20 

PPI  (1910-14=100)1    . 

3-year  average  yield 
Years 

Wheat    

620                     677                        +9.19 

(1972-74)         (1973-75) 

30.6                    29.9                     -2.29 

Corn    

86.6                    82.9                     -4.27 

Cotton 

Adjustment  in 
target  prices: 
Wheat    

489                     467                         -4.50 
+  11.48 

Corn    

+  13  46 

Cotton 

+  1  3_fiQ 

Annual  average  of  Index  of  Prices  Paid  for  Production  Items,  Interest,  Taxes,  and 
Wage  Rates.  (This  should  not  be  confused  with  the  Parity  Index  which  contains  family 
living  expenses). 

NOTE;  On  May  28,  1976,  USDA's  Statistical  Reporting  Service  released  revised  index 
numbers  of  prices  received  and  prices  paid  by  farmers.  The  revised  indexes  for  January 
1965-April  1976,  based  upon  revised  item  and  group  weights,  are  reported  in  Index  Num- 
bers of  Prices  Received  and  Prices  Paid  by  Farmers,  Prl-5(76),  Statistical  Reporting 
Service,  U.S.  Department  of  Agriculture,  May  28,  1976. 

The  revised  annual  average  value  of  the  PPI  is  604  for  1974  and  663  for  1975.  This 
represents  a  9.77-percent  increase,  compared  to  9.19  percent  with  the  original  values.  The 
effect  of  the  revision  upon  the  target  prices  is  slight.  Target  prices  calculated  for  1976 
based  on  the  revised  PPI  are  shown  below: 


Commodity 

Unit 

1976  target  prices 
if  based  on 
revised  PPI 

Wheat 

($/bu.) 
($/bu.) 
(cents/lb.) 
($/bu.) 
($/bu.) 

2.30 

Corn 

1.57 

Cotton    

43.42 

Sorghum 

1.49 

Barley 

1.28 

Since  the  1976  target  prices  were  announced  prior  to  the  index  revision,  they  will 
remain  unchanged.  However,  adjustments  for  1977  will  be  calculated  using  the  revised  in- 
dexes. 


PPI(t-2)  =  Annual  Index  of  Prices  Paid  for  Production 
Items,  Interest,  Taxes,  and  Wage  Rates  of  year 
previous  to  last  (t-2), 

Yl  =      Three-year  average  yield  for  the  3  years  pre- 

vious to  year  (t),  i.e.,  (t-1)  through  (t-3), 

Y2  =      Three-year  average  yield  for  the  3  years  pre- 

vious to  (t-1),  i.e.,  (t-2)  through  (t-4). 


A  numerical  example  for  wheat  using  data  from  table  2  illustrates  the 
calculations: 


PT(1976) 


$2.05 
$2.05 


1  + 


677-620      29.9-30.6 


620  30.6 

1+    (.0920)  -  (-.0229)] 

$2.05      (1.1148) 

$2.29 


where 


(A  PPI  =  .0919)  >  ^  Y  =  -.0229) 


LOAN  RATE  ADJUSTMENTS 

Legislation  currently  in  force  does  not  contain  a  formula  mechanism 
for  loan  rate  adjustment  as  for  target  prices.  Generally,  bounds  are  pre- 
scribed for  specific  crops  and  the  Secretary  of  Agriculture  is  allowed  dis- 
cretion in  setting  levels  within  those  bounds.  For  commodities  other 
than  cotton,  the  loan  rates  generally  have  some  relation  to  the  parity 
prices.  Details  for  individual  commodities  are  shown  in  table  3. 


DEFICIENCY  PAYMENTS 

Deficiency  payments  are  based  on  the  differential  between  the  target 
price  and  the  market  price,  multiplied  by  the  farm's  normal  produc- 
tion— price  differential  times  "normal"  yield  times  allotted  acreage. 
These  payments  are  made  to  producers  if  market  prices  for  the  specified 
commodities  in  the  first  5  months  of  the  marketing  year  (for  cotton, 
weighted  calendar  year  price)  fall  below  target  prices.2  The  maximum 
deficiency  payment  is  the  amount  by  which  the  target  price  exceeds  the 
loan  rate.  No  deficiency  payments  were  made  in  1974  or  in  1975. 

Summarized  in  table  4  are  hypothetical  deficiency  payments  for  1976, 
with  assumed  5-month  average  market  prices  of  $2.04  and  $1.75  per 
bushel  for  wheat  and  corn,  respectively,  a  weighted  calendar  year  price 
of  42.20  cents  per  pound  for  upland  cotton,  and  target  prices  from 
table  2. 


:Sorghum  and  barley  target  prices  are  based  on  corn  equivalent  value.  Marketing  years 
for  the  specified  crops  are:  wheat  June  1;  corn  and  sorghum  October  1;  barley  June  1.  (For 
the  1974  and  1975  crops,  the  marketing  years  for  wheat  and  barley  began  on  July  1.) 


Table  3— Loan  rates  and  ranges  for  major  commodities,  1976 


Commodity 

Limits  of  USDA's 
discretion  in 
setting  levels 

1976 
parity 

price1 

Possible  range 

1976 
loan 
rate 

Low 

High 

Wheat    

Low              High 

$1.37/     100%  of 
bu.          parity 

1.10/       90%  of 
bu.          parity 

$4.83/ 
bu. 

$3.31/ 
bu. 

$1.37            $4.83 
1.10               2.98 

$1.50 

Corn    

1.25 

Sorghum2    3  (Set  at  such  a  level 

as  the  Secretary 

Barley2 determines  is  fair  and 

reasonable  in  relation 

Oats* to  corn  considering 

feeding  value  and 
various  other  factors) 


Cotton4  (upland) 


1.19 

1.02 

.60 

37.12 


3  (Loan  rate  will  be  79.98 

90%  of  average  world      cents/lb. 
price  for  American 
cotton  for  last  3 
years  unless  current 
world  prices  are  lower) 

Cotton4 150%  200%  $1.20/  .557  .732 

(Extra  Long  Staple)      (of  upland  cotton  rate  lb. 

adjusted  to  average 

micronaire  measure) 

Soybeans 0        90%  of  7.35/  0  6.62 

parity  bu. 

Milk  (all) ---  ---  12.10/ 

cwt. 

Milk  (mfg.)     75%        90%  of  10.16/  7.62  9.14 

parity  cwt. 

1  Parity  prices  are  computed  using  the  Parity  Index  (1910-14)  for  the  month 
immediately  preceding  the  first  month  of  the  marketing  year  for  each  commodity:  corn, 
September;  wheat,  May;  cotton,  peanuts,  and  rice,  July;  milk,  March.  (Revision  of  1976). 
Parity  prices  for  commodities  with  marketing  years  after  June  projected.  2  Relative  to 
corn,  values  are  currently  sorghum  95.0%,  barley  81.43%  oats  48.57%.  3Source:  Compila- 
tion of  Statutes,  Agr.  Hdbk.  476,  Agr.  Stabiliz.  and  Conserv.  Serv.,  U.S.  Dept.  Agr.  Jan. 
1975.  4Must  be  announced  by  November  1  of  preceding  year.  5  Reviewed  quarterly. 


.734 


2.50 


58.13 


DISASTER  PAYMENTS 


Target  prices  are  also  used  in  determining  payments  when  natural 
disasters  prevent  producers  from  planting  a  portion  of  their  allotment 
(or  other  substitutable  crops)  or  from  harvesting  at  least  two-thirds  of 
their  normal  production.  The  rate  of  payment  for  disaster  protection  is 
the  larger  of  the  deficiency  payment  rate  or  one-third  of  the  target  price. 


Table  5  gives  the  estimates  of  disaster  payments  by  crop  and  type  of 
disaster  in  1974,  and  1975  through  May  31,  1976.  Extreme  weather  con- 
ditions prevailed  in  1974  and  this  level  of  expenditure  ($557  million)  is 
not  expected  to  be  required  in  years  of  more  normal  weather.  For  the 
1975  crop,  through  May  31,  1976,  disaster  payments  totaled  $282.4  mil- 
lion (feed  grains,  $114.2  million;  wheat,  $51.1  million;  and  cotton,  117.0 
million). 


Table  4— Illustration  of  deficiency  payments 


Farm 

Normal 

Normal 

Deficiency 

Farm 

Commodity 

allotment1 

yield 

production 

payment 

payment 

Acres 

Bu./ac. 

Bu. 

Dollars 

Dollars 

Wheat 

100 
100 

20 
100 

2,000 
10,000 

2.25 
3  None 

500.00 

Corn 

None 

Lb./ac. 

Lb. 

Cents 

Upland  cotton    

100 

400 

40,000 

4  1.0 

400.00 

1  Under  current  programs,  production  is  not  restricted  to  allotments,  but  only 
production  from  allotted  acreage  is  eligible  for  deficiency  payments.  2$2.29  minus  $2.04= 
$0.25.  3$1.57  minus  $1.75  =  0.0  since  market  price  exceeds  target  price.  443.20  cents 
minus  42.20  cents  =  1.0  cents. 


Table  5— Feed  grain,  wheat,  and  cotton  disaster  payments  for  1974  and  1975 


Item 

Units 

Feed  grains 

Wheat 

Cotton 

Total 

Farms 

Payments: 
Prevented 

planting    .  .  . 
Low  yields1   .  . 

Total     

Farms 

Payments: 
Prevented 

planting    .  .  . 
Low  yields1  .  . 

Total     

No. 

Dol. 
Dol. 

Dol. 

No. 

Dol. 
Dol. 

Dol. 

1974 
263,795              117,083                 81,787              321,506 

12,425,621          2,939,831        19,915,484       35,280,936 
315,372,255        98,538,023     107,876,674     521,786,933 

327,797,876     101,477,904     127,792,158     557,067,875 

19752 

99,259                 38,599                 55,791              181,845 

1,497,676              594,888        19,093,022       21,185,603 
112,713,752        50,547,373       97,929,018     261,190,140 

114,211,428        51,142,267     117,022,055     282,375,729 

1  Low    yields    arising    from    a    number   of    natural    causes   which    prevented 
production  from  yielding  at  least  two-thirds  of  the  normal  amount.  2  As  of  May 


harvested 
31,  1976. 
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